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Aiken Indus., Inc. v. Commissioner, 56 T.C. 925
(1971).

(iii) If Possession I administers income tax
laws that are identical (except for the substi-
tution of the name of the possession for the
term “United States” where appropriate) to
those in force in the United States, the in-
terest received by G may be treated as in-
come effectively connected with the conduct
of a trade or business in Possession I under
mirrored section 864(c)(4) for purposes of de-
termining the Possession I territorial in-
come tax liability of N under mirrored sec-
tion 871.

Example 4. (i) Corporation A, a corporation
organized in Possession X, is engaged in a
business consisting of the development of
computer software and the sale of that soft-
ware. Corporation A has its sole place of
business in Possession X and is not engaged
in the conduct of a trade or business in the
United States. Corporation A receives orders
for its software from customers in the
United States and around the world. After
orders are accepted, Corporation A’s soft-
ware is either loaded onto compact discs at
Corporation A’s Possession X facility and
shipped via common carrier, or downloaded
from Corporation A’s server in Possession X.
The sales contract provides that the rights,
title, and interest in the product will pass
from Corporation A to the customer either
at Corporation A’s place of business in Pos-
session X (if shipped in compact disc form) or
at Corporation A’s server in Possession X (if
electronically downloaded). Assume for pur-
poses of this example that each transaction
is classified as a sale of a copyrighted article
under §1.861-18(c)(1)(ii) and (£)(2).

(ii) Under the principles of section 863(a),
as applied pursuant to §1.937-2(b), because
Corporation A passes the rights, title, and
interest to the copyrighted articles in Pos-
session X, Corporation A’s sales income is
sourced to Possession X. Corporation A’s
sales income is also effectively connected
with the conduct of a trade or business in
Possession X, under the principles of section
864(c)(3) as applied pursuant to §1.937-3(b).
Corporation A’s income is not from sources
within the United States, nor is it effectively
connected with the conduct of a trade or
business in the United States. Accordingly,
the U.S. income rule of section 937(b)(2),
§1.937-2(c)(1), and paragraph (c)(1) of this sec-
tion does not operate to prevent Corporation
A’s sales income from being Possession X
source and Possession X effectively con-
nected income under section 937(b)(1).

Example 5. (i) Corporation B, a corporation
organized in Possession X, has its sole place
of business in Possession X and is not en-
gaged in the conduct of a trade or business in
the United States. Corporation B employs a
software business model generally referred
to as an application service provider. Em-
ployees of Corporation B in Possession X de-
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velop software and maintain it on Corpora-
tion B’s server in Possession X. Corporation
B’s customers in the United States and
around the world transmit detailed data
about their own customers to Corporation
B’s server and electronic storage facility in
Possession X. The customers pay a monthly
fee to Corporation B under a Subscription
Agreement, and they can use the software to
generate reports analyzing the data at any
time but do not receive a copy of the soft-
ware. Corporation B’s software allows its
customers to generate the reports from their
location and to keep track of their relation-
ships with their own customers. Assume for
purposes of this example that Corporation
B’s income from these transactions is de-
rived from the provision of services.

(ii) Under the principles of section 861(a)(3)
and §1.861-4(a), as applied pursuant to §1.937-
2(b), because Corporation B performs per-
sonal services wholly within Possession X,
the compensation Corporation B receives for
services is sourced to Possession X. Corpora-
tion B’s services income is also effectively
connected with the conduct of a trade or
business in Possession X, under the prin-
ciples of section 864(c)(3) as applied pursuant
to §1.937-3(b). Corporation B’s income is not
from sources within the United States, nor is
it effectively connected with the conduct of
a trade or business in the United States. Ac-
cordingly, the U.S. income rule of section
937(b)(2), §1.937-2(c)(1), and paragraph (c)(1)
of this section does not operate to prevent
Corporation B’s services income from being
Possession X source or Possession X effec-
tively connected income within the meaning
of section 937(b)(1).

(f) Effective/applicability date. Except
as otherwise provided in this paragraph
(f), this section applies to income
earned in taxable years ending after
April 9, 2008. Taxpayers may choose to
apply paragraph (b) of this section to
income earned in open taxable years
ending after October 22, 2004.

[T.D. 9391, 73 FR 19374, Apr. 9, 2008, as amend-
ed at T.D. 9391, 73 FR 27728, May 14, 2008]

CHINA TRADE ACT CORPORATIONS

§1.941-1 Special deduction for China
Trade Act corporations.

In addition to the deductions from
taxable income otherwise allowed such
a corporation, a China Trade Act cor-
poration is, under certain conditions,
allowed an additional deduction in
computing taxable income. This spe-
cial deduction is an amount equal to
the proportion of the taxable income
derived from sources within Formosa
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and Hong Kong (determined without
regard to this section and determined
in a manner similar to that provided in
part I (section 861 and following), sub-
chapter N, chapter 1 of the Code, and
the regulations thereunder) which the
par value of the shares of stock of the
corporation, owned on the last day of
the taxable year by (a) persons resident
in Formosa, Hong Kong, the United
States, or possessions of the United
States, and (b) individual citizens of
the United States wherever resident,
bears to the par value of the whole
number of shares of stock of the cor-
poration outstanding on that date. The
decrease, by reason of such deduction,
in the tax imposed by section 11 must
not, however, exceed the amount of the
special dividend referred to in section
941 (b), and is not allowable unless the
special dividend has been certified to
the Commissioner by the Secretary of
Commerce.

§1.941-2 Meaning of terms used in
connection with China Trade Act
corporations.

(a) A China Trade Act corporation is
one organized under the provisions of
the China Trade Act, 1922 (15 U.S.C.
chapter 4).

(b) The term “special dividend” means
the amount which is distributed as a
dividend to or for the benefit of such
persons as on the last day of the tax-
able year were resident in Formosa,
Hong Kong, the United States, or pos-
sessions of the United States, or were
individual citizens of the United
States, and owned shares of stock of
the corporation. Such dividend must be
distributed prior to or at the time fixed
by law for filing the return of the cor-
poration, including the period of any
extension of time granted under rules
and regulations prescribed by the Com-
missioner with the approval of the Sec-
retary or his delegate. Such special
dividend does not include any other
amounts payable or to be payable to
such persons or for their benefit by rea-
son of their interest in the corporation
and must be made in proportion to the
par value of the shares of stock of the
corporation owned by each.

(c) For the purposes of section 941,
the shares of stock of a China Trade
Act corporation are considered to be

§1.941-3

owned by the person in whom the equi-
table right to the income from such
shares is in good faith vested.

(d) “Taxable income derived from
sources within Formosa and Hong
Kong” is the sum of the taxable income
from sources wholly within Formosa
and Hong Kong and that portion of the
taxable income from sources partly
within and partly without Formosa
and Hong Kong which may be allocated
to sources within Formosa and Hong
Kong. The method of computing this
income is similar to that described in
part I (section 861 and following), sub-
chapter N, chapter 1 of the Code, and
the regulations thereunder.

§1.941-3 Illustration of principles.

The application of section 941 may be
illustrated by the following example:

Example. (1) The A Company, a China Trade
Act corporation, has taxable income (com-
puted without regard to the deduction under
section 941) for the calendar year 1954 of
$200,000 and receives no dividends from do-
mestic corporations. All of its stock on De-
cember 31, 1954, is owned on that date by per-
sons resident in Formosa, Hong Kong, the
United States, or possessions of the United
States, or individual citizens of the United
States. It distributes a special dividend
amounting to $100,000 on February 15, 1955,
which is certified by the Secretary of Com-
merce as provided in section 941(b). For the
purpose of the tax imposed by section 11, it
is necessary in this example to make two
computations, first, without allowing the
special deduction from taxable income on ac-
count of income derived from sources within
Formosa and Hong Kong, and, second, allow-
ing such deduction. The computations are as
follows:

(2) First computation; without allowing
the special deduction from taxable income.

Taxable income $200,000
Normal tax (section 11 (b)) . 60,000
Surtax (section 11 (c)) ........ 38,500
Total income tax . 98,500

(3) Second computation; allowing the spe-
cial deduction from taxable income.

Taxable iINCOME ....c.ceeveeveieciecreeeeieceee s $200,000

Since the total taxable income is derived
from sources within Formosa and Hong Kong
and since the par value of the shares of stock
of the corporation owned on the last day of
the taxable year by (a) persons resident in
Formosa, Hong Kong, the United States, or
possessions of the United States, and (b) in-
dividual citizens of the United States wher-
ever resident, is 100 percent of the par value
of the total number of shares of stock of the
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